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IS TH E KLSE EFFICIENT?
EFFICIENT MARKET HYPOTH ESIS
VS BEHAVIOURAL FINANCE
ABSTRACT
Overthelast100yearssinceBachelier(1900)pioneeringworkonRandomWalkHypothesis,
studieson theEfficientMarketHypothesis(EMH) haverevealedmixedevidence.EMH
statesthatstockpricesreflectinformation.In anefficientmarkethepricesofstocksreflect
arationalassessmentoftheunderlyingworthofstocks.On averageyouwill makemoney
butthemoneyyoumakeisjustenoughtocovertheriskyouhaveassumed.If marketsare
efficienthennewinformationisreflectedquicklyintomarketprices.Conversely,if markets
areinefficient,informationis reflectedonlyslowlyintomarketprices,if atall.EMH also
presupposesan abilityto detectincorrectlypricedsecuritiesandprofitablearbitraging
opportunitieswhichmovethemarkettowardsefficiency.Afterthefirstmarginalinvestor
had profitedfrom a priceincrease(or decrease),subsequentinvestorswith the same
informationobtainnosignificantprofits.Thismeansthat,in general,majorityofinvestors
cannotconsistentlyprofitfromanydelaysinpriceadjustmentreflectingnewinformation.
Howevercontinuousstreamofwell-documentedevidencefromthebehaviouralfinance
literaturesuggesthatmarketsareinefficient.Thispaperattemptstoreviewthiscontroversy
basedonworld evidenceatlargeandwith specialreferenceto theKualaLumpurStock
Exchangeandofferssuitablepanaceatorationalizethisphenomena.
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INTRODUCTIONl
Is it?Or it is not?Studiesonmarketefficiencyhavecreatedtwo campsofbelieversand
disbelieversinceFama'sseminalworkonthetheoryofmarketefficiency(EMH) in 1970.
Howeveritwouldbeanoversimplificationtosuggestopiniononthatmattercanbedivided,
strictlyspeaking,intotwocampsofbelieversanddisbelievers.Forpracticalpurpose,the
viewheldby investorswithoutdoubtrangefromtotalbeliefin marketefficiencytototal
disbelief,withvariousdegreesof skepticismin betweenthisspectrum.
An efficientmarketcanbedefinedasamarkethatadjustsrapidlyandunbiasedlytonew
information2or in essencefficientinprocessinginformation(Fama,1976).Suchamarket
hasadesirablefeature.In particular,atanypointintime,marketpricesofsecuritiesprovide
accuratesignalforresourceallocation.Thatis,whenfirmsissuesecuritiestofinancetheir
activities,theycanexpectoget"fair"prices,andwheninvestorschooseamongsecurities
thatrepresentownershipof firms'activities,theycando soundertheassumptionthat
theyarepaying"fair" prices.In short,if thecapitalmarketis to functionsmoothlyin
allocatingresources,pricesofsecuritiesmustbegoodindicatorsof value.In short,EMH
postulatesthat,for a stock,its currentmarketprice(i) is thebestestimateof value,(ii)
reflectsall availablerelevantinformationand(iii) changesimmediatelyandunbiasedly
(correctly)eachtimeinformationarrive.
Randomwalkmeanspricemovementsdonotfollowanypredictablepatternor trends.Therandomwalkis
oftencomparedtothepathofasailormightfollowoutofabarafteralonghardnightdrinking.Findingsby
LengandKeng(2000)concurwith existingevidencethatthebehaviourof sectorialincidesof theKLSE is
predominantlyrandomwalk.
In a lateststudypublishedin theJournalofFinance,Conradetal.(2002)foundstockpricestoresponseto
bothnegativeaswell aspositiveearningsannouncements.
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To datea substantialamountof research2work havebeendocumentedcoveringmany
aspectsof thethreemajorformsof marketefficiencyoriginallynestedby Fama(1970),
refined(forpracticalpurpose)byKeane(1983)andfurtherredefinedbyFama(1991).The
completeclassificationsaresummarizedin Table1.
Table 1:ClassificationofthreelevelsofEMH intothreepotentialdegrees
Perfect(P)NearEfficiency(NE)Inefficiency(1)
Weak-form
PWFNEWFIWF
(WF)/predictability
Semi-strong
SSFSSFSF
SSF) events udies
trong-f rm
PSF
(SF)/ insideinformation
DESIRABLE PROPERTIES OF EMH
Thestockmarketactasamediumwhereascarceeconomicresourcenamelyinvestment
capitalis allocatedoptimally.Thecreationofwealthdependsontheoptimalallocationof
investmentcapital.In anefficientmarket,pricesprovideanaccuratesignalfor resource
allocation.Thus marketefficiencybenefitsall marketparticipants,the lenders,the
intermediarieswhogetanormalreturn,andtheborrowers.Thelenderscanusethesignal
toco'nstructefficientportfoliosandtheborrowers'candevisestrategiestoefficientlyallocate
theavailablecapitaltomaximizetheirwealth.
If EMH is valid in a developingstockmarketlike Malaysia,it will thenreflectthatthe
marketpricesofsecuritiesarereasonablestimatesoftheunderlyingworthofthesecurities.
Thisdoesnotmeanthatpricesneverchange,orthattheyarewrongbutwhatit doesmean
is thattheerrorsin pricesarerandomlydistributedaboutthetruevalues.Sometimes
pricesaretoohigh,othertimestoolow,butit isnotpossibletoconsistentlyidentifythese
deviations.Itwill alsoimplythattheKLSEmaybeconsideredmatureandwell-functioning
market.Thiswill provideasuitablegatewayforinternationalinvestorstodiversifytheir
investments.
If EMH doesnothold,thenprofitableinvestmentrulesmaybedevisedtoexploitabove
risk-adjustedreturnsthroughanarbitrageprocess.Suchaconditionmaybedetrimental
tothefuturedevelopmentofthemarketwhileitwill alsohavethesalutaryeffectofmoving
Manybooksandreviewarticlesdocumentingcorroboratingevidenceofefficientmarketbehavioursofstock
marketsin manypartsoftheworldareavaiable.ForUS market,seeFama(1970,1991and1998);forEurope,
seeHawawiniandMichel(1984);forUK, seeKeane(1983);forAustralia,seeBalletal.(1980,1989);forIndia,
seeGupta(1988);forJapan,seeSakakibara(1988);forCanada,seeDaviesandPinches(1988);forFarEastern
sharemarkets,seeHong (1978);for Singapore,seeAriff andJohnson(1990);forMalaysia,seeAnnuarand
Shamse(1993b),
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themarketowardsefficiency.Marketinefficienciessuggesthatsomeinvestorsaremaking
moneyattheexpenseofothers.Therewill beatransferofwealthfromtheunsophisticated
andnai:veinvestorstosophisticatedandinformedinvestors(Gupta,1988.
REASONS FOR EFFICIENCY
Thereareobviousreasonsastowhy marketefficiencyshouldhold.First,stockmarkets
rankedhighlyamongmarketsofbeingcompetitive(Ball,1994)3:therearenoseriousentry
barriers,therearemanyrational4(asopposedtoirrational)buyersandsellers(anestimated
onemillioninvestorstradedailyontheKLSE withanaveragedailyturnovervalueofRM
500,000)andtransactioncostsaregenerallylow (accordingtotheCapitalMarket10years
MasterPlan,stockbrokingcommissionrateswill be liberalizedin two stages:Stage1-
with effectfrom1September2000,commissionratesfor all tradesaboveRM100,OOOwill
befully negotiablewhiletradeswithcontractvaluesofRM100,OOOandbelowaresubject
toafixedrateof0.75%.Stage2- with effectof 1July 2001,commissionrateswill befully
negotiableforalltrades,subjectoacapof0.70%).Competitionbetweenrationalinvestors
keepspricesaboutwheretheyshouldbe.Furthermore,competitionamonganalystsmight
besufficienttogeneratepricesthatreflectrelevantinformation.In additioncompetition
amonginsidersmaypartiallyor fullyreflectinsideinformationintomarketprices.As all
informationthatdeterminestockpricesareanalysedbynumbersofinvestors,stockquotes
reflecthebestestimateoftheirvalue.Pricesmaynotalwaysberight,buttheyareunbiased.
Second,sincetestsofefficiencyimplicitlyorexplicitlyinvolvetestofefficiencyasmodelled
by aparticularequilibriumpricebehaviour,it seemsmorelikelythatfailuretodocument
efficiencymightbeprejudicedbyfailureinassetpricingmodelitself.Thishasbeenstressed
byBall(1989)andrecentlyFama(1998)attributedthistobad-modelproblemS.Sincetests
ofefficiencyarejointtestofmarketefficiencyhypothesisandaparticularpriceequilibrium
model,theproblemis thatallmodelsforexpectedreturnsareincompletedescriptionsof
thesystematicpatternsin averagereturnsduringanysampleperiod.As aresult,testsof
efficiencyarealwayscontaminatedbyabad-modelproblem.A goodexampleis thework
byAnnuarandAriff asdocumentedin Chapter17ofAriff, ShamsherandAnnuar(1998a).
AnnuarandAriff foundtheCapitalAssetPricingModeltobeaninadequatedescription
of thepriceformationprocessfor KLSE stocks.HoweverAnnuarandShamsher(1993a)
foundtheGordonsharevaluationmodeltobeagoodpriceformationmodelfor 70%of
Ball(1994)arguedthatthebasicideaunderlyingmarketefficiencyisthatcompetitionwill driveallinformation
intothepricesrapidly.
Investorsareassumedtoexhibitutilitymaximizing(orprofitmaximizing)behaviouri.eforthesamereturns
theychoosesecuritieswithminimumrisk andfor thesamerisktheyprefersecuritiesthatgivemaximum
return.Thisbehaviouris alsoconsistentwithRationalExpectationTheorywhereinvestorswill exploitany
profitopportunitiesuntilnoneareleft.Rationalalsodenoteswell-informedandintelligent.
As CAPM seemedtobefailing,newmodelsareproposed.SomethatdoshowpromisingweretheArbitrage
PricingTheory(APT) andConsumptionBasedPricingModels.On theotherhand,behaviouralfinance
offersalternativebehaviouralassetspricingusingnon-linearpricingwhich includeamongotherschaos
theory,fuzzylogicandneuralnetworks{seeHwa, (2002)for abriefreview}•
PERPUSTAKAAN SULTAN ABDUL SAMAil
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KLSE stocks.Thereforeingeneralnosinglepricegeneratingmodelcanadequatelydescribe
thepriceadjustmentprocess.
Third, thereis asolidbodyofempiricalwork documentingthegeneralvalidityof EMH
andqualifiedinterpretationsofmarketinefficiencies.As notedbyFama(1970p.416)'the
evidenceinsupportoftheefficientmarketmodelsisextensive,and(somewhatuniquelyineconomics)
contradictoryevidenceis sparse.'
Jensen(1978,p.95)inanintroductorycommentsaid'I believethatthereis nootherproposition
in economicswhichhasmoresolidempiricalevidencesupportingit thanEMH. It is evidencethat
wewill notbeabletoignore.'
Annuar,Ariff andShamsher(1994)arguedthat(i)persistencepresenceofmarketanomalies
maynotin themselvesufficientorejectEMH if theanomaliesarenotexploitableandare
duetomarketfrictions(whichmaybean indicatorof behaviouralfinance)and (ii) the
assumptionof timeunvaryingmarketreturnassumptionembeddedin manyefficiency
testsis notvalidfor volatilemarketslikeMalaysia.For theperiodfrom1975to2001,the
standarddeviationofreturnsforKLSE rangesfrom25to30%andhasalmostdoubledtb
59%duringthe1997crisisbeforesettlingdowntoitsoriginalvalueof30%.A comprehensive
compilationof thevolalilityofAsia Pacificfinancialmarketscanbefoundin Table2.2of
ChapterTwoofAriff etal. (1998a)onpage20.And morerecentlyFama(1998)conclude
thatgiventherecentfindingsfrom behaviouralfinancestudies,theevidencedoesnot
suggesthatmarketefficiencyshouldbeabandoned.Mostlong-termanomaliesarefragile.
Theytendtodisappearwithreasonablechangesinthewaytheyaremeasured.Forexample,
Chotigeat,Annuar,ShamsherandAriff (1993)found thattheJanuaryeffecttendsto
disappearaftercontrollingfor thintradingeffect.
Fourth, theexistenceof a powerfuland irreversibletendencyfor market'sefficiencyto
increaseover timeratherthanto diminish given theneedto deregulateas markets
developed.Deregulationhelpsto makeinformationmarketsefficient6•Thereforea pre
requisiteformarketefficiencyisthefunctionalityoftheinformationmarket.A controversial
viewreceivingattentionamongeconomistsis thatnomarketcanbefully informationally
efficient.A fullyefficientmarketwill notleavesufficientincentivesformarketparticipants
todiscoverfairpricesthroughspendingresourcestofindfairvalueforagiveninformation
set.Somescholarsbelievethat,in theabsenceofincentivesfortruthfulandfull disclosures
in somemarkets,pricesofsecuritiestendtohoverbelow(mispriced)andover(mispriced)
fair (equilibrium)prices.Thereforepricesunder-reactatsomeintervalandover-reactat
otherintervalof time.Thus,truthfulof information,suchasin earningsdisclosures,may
havetobeacceptedasinadequateif thebehaviouralfinancehypothesisofunderreaction
andoverreactionaretrue.And morerecentlyattheinternationalscenewe areplagued
withtheENRON affair(thelatestWORLDCOM7)whichhasputtheinformationgenerators,
A studybyAriff (1996)andTamat,ZubaidiandAnnuar(1999)revealthatderegulationincreasestheefficiency
ofstockmarketsin Thailand,Indonesia,Malaysia,Korea,TaiwanandSingapore.Dawson(1984)foundthat
abilitytobeatthemarketdecreasesovertimeasmarketbecomesmorecompetitivewithfewermarketfrictions.
Thecompanyhasfilein abankruptcyfiling.
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theaccountantsandaccountingstandards,intopublicscrutiny.Ball (2002)arguesthat
focusingon standardsis merely"window dressing,"andtherealproblemlie with the
accountingpracticesingrainedwithinthesystem.ENRON hasrevealedanaberrationin
thecommon-lawaccountingpractices,becausethecompanydidnotreportitslossesin a
timelymannerandalsoreportedprofitsbeforetheywererealized.Givensuchuntruthful
informationor misinformation,themarketreflectsbiasedand wrongfulvaluation of
ENRON stockprices.If informationmarketis inefficient,thenpricesofsecuritieswill not
reflectfairvaluesandasin theEnroncasewhenpricedoesnotreflectruthfulinformation,
investorsatlargesuffer.
Fifth, perhapsthemostoutstandingfeatureof thestockmarketis thehighly organised
andelaborateinformationmachinerywhichservicesit.It differsfrommanyothermarkets
notsimplyin thequalityandamountofinformationsupply,butin therapiditywithwhich
theinformationis disseminatedamongstmarketparticipants.For example,it takesless
thanfiveminutesfor anyprice-sensitivenewslodgedtotheKLSE tobetransmittedtoall
brokeragefirms.8
In Malaysia,oneof thesalientobjectivesof theCapitalMarketMasterPlanis topromote
an activeand efficientsecondarymarketfor issuedsecuritiesat competitiveprices.A
necessaryconditionforinvestorstotradeistheconditionthatpricesfullyreflectallrelevant
information.At themacrolevelpricesin efficientmarketprovideaccuratesignalsfor
optimalallocationofveryscarcecapitalresourcesandthatiscriticalforemergingmarkets
in developingcountriessincemostof theseeconomiesarestarvefor capital.Over the
thirty-fiveyearsfrom 1966to 2000,theamountof new issues(or capitalraised)in the
Malaysiancapitalmarkethaveincreasedatagrowthrateofapproximately17% annually
(Norhana,1988Tabie1onpage21).
Howeverrecentevidenceofbehaviouralfinance9of overreactionandunderreaction{see
forexampleDeBondtandVishny(2001),Barberis,ShleiferandVishny(1998),Kahneman,
Hirshlieferand Subramanyam(1998)and Hong and Stein(1998)}haveput a strong
challengetotheefficientmarkethypothesis.Othersincludeunderpricingphenomenonof
initial publicoffersand seasonedequityofferings,mispricingof smallstocks,thesize
e-\.~ec.\.,ca\.en-o.a:xe\.\.ec't.~"'n.p'a.T'\.",.~~'-'D.~~he~Q."r'\.~eo.~cs..s...c~,-.·H\~ ..,..,._-.·.U.._ o<;:;.E'-'-_.oo>{. .•••.."\. ~_"- "",,'~ ,,, __ ,,-
finance(which is basedon cognitivepsychology)studiesis to searchfor alternative
theoreticalrationalesandframeworktounderpinthepriceadjustmentprocess.Recent
studyby TheobaldandYallup(2001)onthespeedofpriceadjustmentrevealtoacertain
extentmarketunderreactionovertheshortrunY
Fama(1998)providestwo additionalreasons(i) In an efficientmarket,apparentoverreactionwill be as
frequentasunderreaction,(ii)Long-termreturnanomaliesaresensitivetomethodology.
A goodelucidationof thebehavioralfinanceliteraturecanbefoundin Thalered.(1982).
10 A goodsummaryofstockmarketanomaliesworldwideis documentedin Dimsomed.(1988).
11 CurrentlyaPh.dstudentisinvestigatingthespeedofpriceadjustmentw.r.t8informationsetreleasedonthe
KLSE. Preliminaryresultindicatesthatstockmarkettendtooverreactsin theshortrun.•
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MARKET EFFICIENCY: THEORY
Theearlyideasofmarketefficiencydatebackto theyear1900whereBachelierprovides
non-trivialevidencethatcommodityspeculationinFrancefollowsafairgamemodeland
thatcurrentpriceof acommoditywasanunbiasedreflectionof itsfutureprice.Thefair
gameimpliesthat,onaverageandacrossalargenumberofsecurities,theexpectedreturn
equalsitsactualreturn.Thefairgamemodeldoesnotimplythatmarketparticipantswill
earnpositivereturn,onlythatexpectationsarenotbiased.12
Zt 1=r·t1- E(r·tl' #,at)J, + J, + J, +
where rj,t+l : therealizedreturnonsecurityj in periodt+1
E(r.t 1 at) :theexpectedreturnonsecurityj in periodt+1,conditionalon#andJ, + ,
at
at :theinformationsetassumedtobefully reflectedin pricesin period
t,
# :pricegeneratingmodel,and
Z t 1 : theabnormalreturnonsecurityj in periodt+1J, +
Forexample,letussuppose#,thepricegeneratingmodelfollowsasimplerandomwalk:
P =Pt+I t+et+l
And thefollowingpropertieshold:
E(et+l)=0;E(et+l'et+l-S)=afor t notequaltos-1.
Supposefurther,letatincludeshistoryofpastprices:Pt,Pt-l Pt-s
att+l
12 An excellentheoreticalexpositionof EMH is documentedin Annuar(1991,pg 12-26).
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att+2,assumingnochangein informationset,
afternotingE(et+1)andE(et+2)=a, =Pt
att+3,
Generalising,att+1+T (T>O),givenatashistoricalpastpricesand#,thepricegenerating
modelfollowsasimplerandomwalk,currentpricesreflectanunbiasedestimatesoffuture
prices.This is theessenceof anefficientmarket.This alsomeansthatnetof transaction
coststhevalueofgainfrominformationrandomlyfluctuatesaroundzero.
Continuingonthesameargument,if therevealedinformationatt+1is different,thatis
then,thepricesfor.lIledatthenexttimeperiod,t+I, mustbedifferent.Thus thepriceat
timet+1will adjustto reflectthenewinformationset.This is essentiallyEMH asonein
whichpricesalwaysreflectallrevealedinformationandpricesreactrapidlytotheeconomic
valueofnewinformation.
Theearly1970scanbeidentifiedasthetimeofthesystematicdevelopmentoftheefficient
marketidea taking a dramaticturn. The idea has beenexpandedto describehow
informationrelatingtoanassetis impoundedinpricesofassets.It ishypothesizedthatan
asset-specificnformationsetwill haveanimpactontheasset'sexcessorpredictedreturn
ataparticulartimegivenapricegeneratingmodelthatdescribetheasset'sreturn.Given
marketefficiency,acrossassetsandovertime,theaverageexcessor predictedreturnwill
randomlyfluctuatesaroundzero.If aninformationistohavevalueit mustaccuratelytell
marketparticipantsomethingtheydo notalreadyknow.If theinformationprocessing
marketis inefficient,it doesnotmeanthatmarketis inefficient{Verrechia(1979)}.If we
identifiedmarketanomaliesbecauseof inadequacyofpricegeneratingmodel,itdoesnot
indicateonceagainmarketis inefficient{Fama(1998)}.
TheideaofmarketefficiencyversusbehaviouralfinancecanbeillustratedusingFigure1.
Figure1showsahypotheticalsituationofhowpriceofaparticularstockreactstoatypical
information(forexampleearningsannouncement)arrivalattimet=a,theannouncement
day.
•
~eooe~nOOI
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Figure1:Sharepricereactiontonewinformation
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Thre.eimportantdimensionalaspectscanbe abstractedfrom price reactionto new
informationnamely ..
•
•
•
(i) magnitude
(ii) direction
(iii) speed.
Magnitudeanddirectiondescribethequalityofthepriceformationandmaybeconsidered
anordinalrankingof marketsbasedonthequalityof priceformation.A marketthatis
weakformefficientis lesssuperiorto onewith semi-strongefficiencyandsoon.Speed
measuresthetimelapseoverwhichallinformationis incorporatedaspricechanges,thus
enablingresearcherstotypecastamarketwithone-dayefficiencyasbeingsuperiortosay
amarketwith 12daystoachieveefficiency.
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Mostoftheearlystudiesconfineditsattentiontothedirectionandmagnitudeoftheprice
movementaroundtheannouncementtime.Thesestudiesgatherednumerousevidence
onthesharepricereactionsorimpactsandthewealtheffectsofdifferentypesofcorporate
announcementsevents.Thereis anotherdimensionof marketefficiencywhich have
receivedlessattentionall this while. That is the speedof price adjustmentto new
information.
If thenewinformationis interpretedby marketparticipantsaspositive,thenpricewill
reactinapositivedirection(eitherviaA, BorC).If thepositivesignalcarriesavalueofsay
RM 10,thenatt =0,pricewill movetoanewvalueof RM100fromitsoriginalposition
(priortot =0)ofRM90(magnitude).If priceinstantaneouslyreflectsthisnewvalue,then
the speedof price adjustmentwill be immediate(via A). Band C indicatesignsof
behaviouralfinanceof underreactionandoverreactionrespectivelywhereit takessome
timebeforereachingtheequilibriumpriceatD. Behaviouralfinanceresearchersclaim
thatata certaintime,pricesaremispricedandata latertime,pricesmaytendtowards
equilibriumvaluesuggestedbytheory.Hence,it is arguedthatthereis roomfor over-or
under-reactionsin prices,atleastoversomeundefinedforwardwindow of time.
BEHAVIOURAL FINANCE: DEFINITION
Behaviouralfinance13is ablendofpsychologyandeconomicswhichseekstoexplainthe
irrationalfinancialbehaviourof investors.With its rootsin thepsychologicalstudyof
humandecisionmaking,behaviouralfinancehasbecomesanemergingsciencethatoffer
alternativesfinanc~~lmodelsofdecisionmakingbasedonthepremisethathumansoften
departfromrationalityin aconsistentmanner.
Theoriginofbehaviouralfinancebegan,in essence,withthepublicationofDeBondtand
Thaler'spaper"DoestheStockMarketOverreact?"in 1985whichwasoneof thefirstto
directlychallengeEMH. Howevernohistoryof behaviouralfinancewouldbecomplete
withoutgivingfullcredittotheworkofpsychologistsDanielKahnemanandAmosTversky
for "ProspectTheory:An AnalysisofDecisionUnderRisk" (1979).
Behaviouralfinancestudieshow individualandcollectivebehavioursinfluencemarket
prices.Peoplein general,and investorsin particular,arenot totally"rational"in their
decisions.Thosebiasescreatemarketinefficienciesin theshapeof mispricing.Theyare
deviationsbetweenquotedmarketpricesandstockintrinsicvaluesbasedonequilibrium
pricingmodels.
13 Behaviouralfinanceencompasesgenerictermslike,amongothers,behaviouraleconomics,marketpsychology,
experimentalfinanceandbehaviouralpricing.Foranexcellentcompilationof behaviouralfinancestudies
see Thaler ed. (1982).The interestedreaderscan also accessthe behavioural finance website at
www.behaviouralfinance.net/paperso http://groups.com.group/Behavioural-Finance.•
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Four main typesof behaviouralphenomenomsaresourcesof mispricingnamely(i)
individualcognitivebias,(ii)collectivecognitivebiases,(iii)individualmotions/passions
and(iv)socialpsychology(groupandcrowdbehaviours).
WORLD EVIDENCE
Of the16sharemarketsin theAsia PacificincludingJapan,Ariff etal. (1998a)find that
fivehaveshowntomeetthecriteriaasFama-efficientmarket.TheseareJapan,Australia,
HongKong,SingaporeandMalaysia.SharemarketsacrossUS,UK, andcertainpartsof
EuropehavebeenshowntobealsoFama-efficient.Solnik(1973)foundtheFrench,Italian,
German,Dutch,Belgian,SwissandSwedishmarketstobeweak-fromefficient(seealso
Hawawini andMichel,1984).Niarchos(1972)foundtheGreekmarkettobeefficientin
theweak-form.Similarfindingsonweakformandotheraspectsofmarketefficiencywere
observedfor theGermanmarket(Guy,1977),Australia(Praetz,1969:Ball,Brown,Finn
andOfficer,1980& 1989),Japan(AngandPohlman,1978;Hong,1978;Sakakibara,1988)
Canada(DaviesandPinches,1988)andNew Zealand(Emmanuel,1979).
Howeverevidenceof inefficiencywerereportedin studies,for example,by Rosenburg
andRudd(1982)forUS,Dryden(1970)andGirmesandBenjamin(1975)forUK, Jennergren
andKorsvold(1975)for SwedishandNorwegianmarkets,TheilsandLeender(1965)for
theNetherland,andJuttnerandMcHugh (1976)forAustralia.
OVERVIEW OF KLSE
Over thelastdecade,thestockmarketin Malaysiawitnessesrapidchangeandgrowth
bothin termsofnumberofcompaniesandmarketcapitalization.Withaninitiallistingof
over 50 companiesin 1960s,the KLSE (inclusiveof main board,secondboard and
MESDAQ) hasnow a totalof over800companieswith a marketcapitalizationof over
RM500billion.As an integralpart and indicatorof economicdevelopment,theKLSE
representsavitalpartoftheoverallfinancialandscapeofMalaysia,andtogetherwiththe
bankingsectorandotherfinancialintermediaries,supporttheeconomicdevelopment
andgrowthof thecountry.A fair,efficientandliquidmarketfacilitatesthemobilization
andallocationof fundswithinthedomesticindustryandprovidesagatewaytoMalaysia
for internationalinvestors.
ThehistoryofKLSE canbetracedwaybacktothe1930s,buttheExchangeasweknowit
today,wasformallyestablishedin 1973anditsmainfunctionistoprovideacentralmarket
placefor buyersandsellersto transactin shares,bondsandvariousothersecuritiesof
Malaysianlisted companies.An order-drivenmarket,tradingon theKLSE was fully
computerizedin 1992replacingthetradingfloorsystem(openoutcry)whichshapedmany
transactionpriorto1992.In 1993theCentralDepositorySystem(CDS)wasimplemented
whichprovideanautomatedclearingandsettlementsystem.TheCDSreplacedthepractice
ofholdingandmovingphysicalscripofquotedshares(whichhasresultedin alotmissing
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scripissues)withasafeanddependablecomputerizedbookentrysystem.Figure1below
depictsthemovementoftheKLSE CompositeIndex,widelyacceptedasmarketbarometer,
from1990- 2002.Theaverageannualreturnoverthe13-yearperiodis about11%with a
standarddeviationof returnsof about30%,andgivinga riskperunit of returnvalueof
2.7.
Figure1:TheKualaLumpurCompositeIndex:Jan 1990-Jan2002
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In termsof fund raisingactivity,Table2 providessomestatistics.Over thethirtyyears
from1966to 1995,theamountofnewissuesof securitiesraisedby boththeprivateand
publicsectorshaveincreasedatagrowthrateof 16.5percentannually.In 1995thetotal
amountraisedwasRM 26.3billioncomparedtoRM262millionin 1965.
Table2:Fundraisedin thecapitalmarketunderMalaysiaplans
1MP*2MP345MP67
(1960-70)(1971-75)
(76-80)(81-85)6 909(96-20 0)
FundsRaised(RM million) PublicSector
1,997.44,8751 ,252 ,533 ,7 5.60, 986 3
PrivateSector
2 .78.9635,98 .620 375.70, 30.61 9, 9
Tot l
2 88 152 .130 18.65 1 1.56284 2
(Source:Norhana:1998pg 21) •
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Table3 providesa snapshotperformanceof selectedtypesof investmentsin Malaysia
from1986to2000.
Table 3: Averageinvestmentperformancesandriskcomparison
Typeof investment AnnualcompoundedreturnLevelof risk
(1986to2000)
Fixeddeposit
6.15%Low
EPF
7.70%
KLSE Composite
10.50%High
Unit trust
11.8 %Medium
(Source:NormandyResearchServices)
In termof performance,Table2 showsthatlatelyinvestmentin unit truststendsto
outperformthemarketin thelongrun.
KLSE: EVIDENCE OF MARKET EFFICIENCY
EarlyevidenceofmarketefficiencyoftheKLSE weredocumentedbyNassir(1983),Barnes
(1986)andYong(1987).Subsequentlycorroboratingevidenceonmanyaspectsofmarket
efficiencyof theKLSE arecompiledinAriff etal. (1998a),AnnuarandShamsher(1993b),
Annuaretal.(1994),Annuar,Ariff andShamsher(1992),Annuar(1991)andmorerecently
by Cheng(2001).For exampleAnnuar et al. (1994)found KLSE, using Keane(1983)
classification,tobemoderatelyefficientwith someinefficientpricingat themarginfor
some13%of thesharestradedontheKLSE. ShamsherandAnnuar(1993)foundKLSE to
fully reflectinformationcontainedin bonusissueannouncements.Othersinformation
includeresignationandappointmentof directors(AnnuarandShamsher,1994),interim
earnings(AnnuarandShamsher,1992a),annualdividendandearnings(Annuaretal.
1992),relativestrengththeory(ShamsherandAnnuar,1994),unit trustsperformances
(ShamsherandAnnuar,1995aandAnnuar,ShamsherandNgu, 1997),annualandextra
ordinaryearnings(Cheng,2001),cashflowsdisclosure(Cheng,Ariff andAnnuar,2002),
technicalanalysisand technicalanalysisindicators(Annuar,Ariff andShamsher,1991
andShamsheretal.1995),auditors'opinions(Shamsher,AnnuarandAli, 1994),auditor
switchdecisions(Huson,Ali, Shamsher,AnnuarandAriff, 2000,andShahnaz,Annuar,
Ali andHuson, 2002),switchingfromsecondtomainboard(Ariff,LambaandShamsher,
1998b),rightsissueannouncement(Annuarand Shamsher,1993c;Norhana,Ariff and
Annuar,1999),researchand developmentexpenditureannouncement(Shamsherand
Annuar,1997a),corporatenamechangeannouncement(Zulkarnain,Shamsher,Annuar
andAli, 2000)and auditcommitteeformation(ShamsherandZulkarnain,2001)14.The
14 Currentlya Ph.dstudentis investigatingtheimpactof corporaterealestateinformationonstockpricesin
Malaysia.
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generalconsensusofthesestudiesrevealsthatmarketpricesreflectheinformationcontent
or economicvalueof informationembeddedin theseannouncements.
KLSE: EVIDENCE OF BEHAVIOURAL FINANCE
Evidenceofmarketinefficienciesof theKLSE in thecontextofbehaviouralfinancecanbe
foundin Neoh (1986),Annuar andShamsher(1987),Annuar,ShamsherandAli (1988),
Annuar (1991),Annuar andShamsher(1993b),Annuar etal. (1994),IbrahimandYong
(1994)andrecentlyby ManapAli (1999).Someindirectevidenceofbehaviouralfinance
canalsobetracedin documentedwork of Ariff, Kuhan,ShamsherandAnnuar,(1994),
Ariff,AnnuarandShamsher(1994),ShamsherandAnnuar(1995b),ShamsherandAnnuar
(1997b),AnnuarandShamsher(1998b),andShamsherandAnnuar (2000).For example
Annuar,ShamsherandAli (1988)founddailyaveragereturntobenegativeonMonday
andTuesdayandpositive(highest)on Friday.Anotherexample,AnnuarandShamsher
(1987)foundtheJanuaryreturntobehighestamongthecalendermonths.Themarket
anomaliesliteraturetermedthis phenomenonas the weekendand January effects
respectively.15Evidenceofsuperiorselectionabilityamongfundmanagerswasdocumented
inAnnuaretal.(1997)andShamsherandAnnuar(1997c).AnnuarandShamsher(1992b)
andAnnuaretal. (1994)foundKLSE tobestrongforminefficientwith respecto share
recommendations.Institutionalinvestorswho havewell-establishedchannelsto secure
pricesensitiveinformationarerelativelyin abetterpositiontoexploitinsideinformation
beforeit is releasedtothepublic.
SOME IMPLICATIONS OF MARKET EFFICIENCY
•
•
•
EMH distinguishbetweenafirmanditsshares.Thesharesofthefirmwill reflect
theeconomicwealthof thefirm.If thefirmiswellmanagedandgenerateshigh
returnsonitsassets,thepriceofthestockswill fullyreflecthisexpectation.Any
investorswhopurchasetheshareswould thenbepayingforthegoodfortuneof
thefirm(i.e.purchasingatahigherprice).
If thereis apossibilityof adramaticchangein theprospectsof thefirm during
ashortperiodof time,thenonemustaccepthefactthesharepriceswill tendto
bevolatilein theshortperiodof time.Therefore,it is nothingpeculiarfor share
pricestofluctuateconsiderablyin andficientmarket.Marketefficiencyimplies
itscapacitytorespondtoanyrelevantinformationavailableaboutthefirms.
Stockmarketshavesharesastheprimarytradedcommodity,and it is in the
interestof themarketparticipantsforthesharepricestoreflecttheworthof the
15 Annuar,ShamserandZainal (1987)foundthetreasurybills marketin Malaysiato be inefficient.Taufiq
(2001)foundbothevidenceofefficiencyandinefficiencyin thefinancialfuturesmarketofMalaysia.A good
summaryof stockmarketanomaliesin Malaysiais compiledin AnnuarandShamser(1993b).•
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underlyingsecuritiesuchthatsharescanbetradedatreasonablyfairprices.In
sucha market,excessreturncanbe earnedonly by chance.Efficientmarket
impliesthatabuyandholdinvestmentstrategywiththeobjectiveofdiversifying
all diversifiablerisks.However,thisstrategydoesnotrestrictinvestorstoalow
or high risk strategyasit accommodatesthetastesof investorswith different
riskpreferences.
IMPLICATIONS OF BEHAVIOURAL FINANCE
•
•
•
Irrationalbehaviour/ decisionscreatemispricingand artificialprices.If there
aretransactions,theremaybeatransferofwealthfromtheseller(buyer)tothe
buyer(seller).
Disincentivesto tradeamongmarketparticipants.At artificiallyinflatedor
deflatedpriceswhich maybe too high or far below truevalues,few market
participantswill risktheirmoneyto tradeatsuchprices.
Paradoxically,discoveringinefficienciesmakemarketpricesmovetowardtrue
values.
SUMMARY
Are we rational?Irrational?Is efficientmarketa goodandpracticalworkingmodel?Is
KLSE efficient?Shouldmarketefficiencybeabandoned?Shouldweignorethenumerous
literaturesonmarketefficiencyandalsonottoforgetrecentevidenceofbehavioralfinance
phenomenon?I concludethat,giventheworld andKLSE evidencebothcollaboratory
andcontradictory,marketefficiencyandbehaviouralfinanceco-existjustasGodcreated
usandmanyobservationsin pairs.Chaotic(irrational)andrationalbehavioursco-existin
any marketbe it efficient,moderatelyefficientand inefficient.At times,we may act
rationally;atothertimesirrationally.It is amatterofdegree.
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